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The Advi s os ¥ax Refonme Proposals

Summary

In November 2 0s05Advtihseo rPyr ePsaindeelnton pbax nRafadr mepgfroa
proposals: a simplified income tax (SIT) and a d
investment tax, or GIT). Both proposals would el
all taxpayers, a c rdeudcitti ofnosr ammodr tdgeadguec tiinotnesr efsotr dce
and health insurance. Both proposals substitute
deductions. Both wouldrefé¢towedgreaviygygexphaded S$h
taxes wadsdawmiddmost capital gains from corporate
expensing (deducting costs immediately) for s mal
regime GIT, as a consumption tax, owowmlkdualkkow e
tax on passive capital income (dividends, 1intere
Both proposals are stated to be both revenue and
baseline assuming the 2001 taxmuecuttcompre cpe 1t ma 1t hn
Congressional Budget Office (CBO) official basel
by current law. An additional revenue loss 18 &ex
t adke ferred savingss pallasnos .c aTuhsees et hnee ai snucroeme t ax pr o
progressive than current law. The consumption ta
progressive than current 1 aw.

The plans would si mpdddme tiamd if veil dfwmaglnsp ¢ aenyde idtgthed osw e
income taxpayers could, in some cases, have more
rests on the assumption that many minor provisio
unlikely event i nsitohnes csausceh oafs ccearstuaailnt yp rloovsis e s a
expenses .

Both plans would likely increase efficiency 1in t
quite small for SIT and lessened for GIT due to
magnify distortions in the allocation of capital
growth would be negligible for SIT because of th
there would be a substanenadteweidmedstomentn edfderct
growth effects for this plan are uncertain and n
enough to materially affect the budget outlook.
the all ocaarienmioxXe d:apa tfaloor under charitable de
noint emizers would contribute to efficiency, but
Transition problems present difficul ttihes; t he ma
loss of deductions for homeowners with large hou
the SIT are minor, however, in comparison with t
the loss of depreciationd ddeedduccttii oomss, fionrt etrhees tr edce
inventory. This report will not be wupdated.
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The Advi s or ys TRxaRebftni Proposals

n early 2008ppohot®deaitderntreform advisory pan

proposals. The fse pAodrvti soofr yt hPea nRrle soind efmtx Re f or m,
2005, recommended two reform plans to consider
s i mplnicfoimeed tiax (SIT) ; and 2) a consumption tax
income, referred to as the growth and investment
The income tax proposal, or SIT, is an income t a
lowers the rmttiesn tTehxe, coms@ImI, i1is 1imposed as a d
flow tax on businesses and a progressive tax on
this type i1is often r“flf @twhteahx tra tbey talfxet dgkd mer, i @ ntde
when the tax on wages is progressive. The GIT 1is
includes a 15% tax on financial income (interest
consumption tax, wi tohn at pwasgeen vcer ecdaipti taanld iannc oamded a |
level. Few individuals are likely, however, to »p
generous oppefratvionrietdi essa vfionrg st aaxc count s .

The advisorgppaneliscussend camnds ifdeurnidn g opmer tmearli tr
the income tax with a value added tax (VAT), but
discussed but rejected a retail sales tax as a r
replacemaobomeftakewith a VAT. Not e, however, t ha
proposals that include value added taxes and ret
propésals

Currently, the reform proposehbhsuayeDbpangmeannhnsid
has recently released a dynamic analysis that di
third proposal, a progressive consumption tax (P
15% financial ineomeptaxdteand BHi% ing th

This report describes the two formal proposals a
simplicity and administrative feasibility, equit
effects The s ectciomm iodre resc aathoemiecf feefcftesc tosn t he al |
effects on growth, potential consequences of the
incentives, including health care, charitable <co
goevr nme nt s . Some of these sections also include
retail sales tax. The report concludes with a di

Description of the Proposals

The tax reform plans havkangtapegnapdeshbhateflora
plans are not always c¢clear. Many tax 1issues, s uc
capital gaoicncsu poine do vhimeurs i ng, are not directly add:

1Simple, Fair,and PraGr o wt h : Proposals t o Ndveémber 2005¢ whichccan’be foufidiat Sy s t e m
http://www.taxreformpanel.gov/

2 SeeCRS Report RL34343ax Reform: An Overview of Proposals in thel@@ngressby James M. Bickley
3 Raobert Carroll, John Diamond, Craig Johnson, and James Mak#e Silimmary of the Dynamic Analysis of the Tax
Reform Options Prepared for the Pr ¢US. Departmentofthedreasuryo r y Panel

Office of Tax Analysis, May 252006, prepared for the American Enterprise Institute Conference on Tax Reform and
Dynamic Analysis, May, 2006.
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addressedcohegi

spetife chidmgesveare thenmampl ati ang
features are clear

Changes in Basic Individual Tax Provi s

The proposals generally have similar provisions
income tax:

e Convert personal exemptions and standard ded:r

e Replace the current rate structure (10%, 15 %,
four rates (15%, 25%, 30 %, and 33%) in the S
30%) i1in the GIT.

e Repeal thmialmamnaaxveAMT) .

e Increase the maximum earned income credit ( EI

¢ Eliminate itemized deductions. Allow a 15% mc
taxpayers with the mortgage amount capped at
the region. Alclhoaw iat adbeldeu cctoinotnr ifbowrt i ons in exc
income for MNoltdeeedaxpaypass fo¢ state and 1ocal
el iminated).

e Allow a deduction for the purchase of health
by an employer pldeduatnidomrs pf empH oaletrls i nsur a

e Simplify the exclusion for social security bc¢

e¢ Eliminate the tuition tax credit and other € (

e Significantly expand existing preferred savi:ri
retireamemtts acey allowing two savings accounts
$§10,000. No income r&'Savd cfiaomwhRedawowrdtde mtppl y.
would replace existing individual retirement
$5, 006S.a vleh ef 0’a ¢ E owmiutlyd repl ace education and |1
savings accounts; funds could be used for edn
purchase Simplify employer savings plans. Al
be converttyeple tpl BRmst h( not dedmcthdleaup df omhyo
GI T, 401(k) and similar -tpylpaen sp Ilwaomusl da sb ewecloln.v e 1

e Simplify employer savings accounts, and encot
automatic enrollment and growth of contribut:

Several provisilodn sa llsios theadv ea bcoovnes ewqouue nces for t he
assets.  okecmpawnderhousing, the changes 1in mortgagc«
affect the return on that investment. Tax burden
pferred savings accounts.

4 Technically, the proposal appears to disallow casualty loss deductions, even though these deductions were recently
expanded for victims in thaftermath of Hurricane Katrina. Current law also allows alimony to be deductible by the
payor and taxable by the recipient, and presumably many divorce settlements take into account this tax treatment.
Many other small tax provisions are not explicitly ezibed in the proposal.

Congressional Research Service 2
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Business and Capital Income Tax Treatr
Proposal (SIT)

The simplified income tax plan would make major
income in addition to thecouvaffeamidngnyvasitmgntin
occupied housing. As 1in the case of the individu
items 1s mnot entirely clear. For example, althou
presumably bepernespienagl eodf, itnhtea negxi bl e investment 1in
continue. The major changes are as follows:

e Eliminate taxes on dividends and reduce taxe:
to a more or less negligible level.

e Allow a signifi mantofammwrmets tanfe netx penn seiqui pment
cash accounting for small businesses, and ca:
businesses Small businesses would be requirc«
account

e Repeal the corporate alterative minimum tax (

e Provide a new, simplified depreciation systert

e Eliminate most existing preferences.

e Eliminate the taxation of income from active
from intangibles currently.

Additional Modi fications of Business ¢
Tr emetnt Unde tGrtolwt hPPa oposal ( GIT)

The GIT provides a cash flow tax at the business

are currently expensed, such as intangible expen
continue.

e All invadtmanthaaes are expensed (deducted wl
depreciation deductions phased out.

e Interest would not be deductible by business
taxable; deductions and payment of taxes on i
phased out.

e Taxes paid would be rebated at the border (si
added tax).

e Financial capital income (dividends, capital
15%.

The progressive consumption tax dtPCTt)heoltamx samdi
financial capital (and obviate the need for savi
The VAT would be similar to the PCT but would no
and would not tax WwWegedore wodildi ¢daimi nadgdredat | ¢
individual tax including the mortgage credit and
part of the tax. The VAT was discussed, however,

Congressional Research Service 3
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Revenuwveat Nality

One of the
depends on
included th
baseline us
l aw, and th
Thus, reven
CBO baselin

As a result
de fH4acnidt one

objectives of the proposal was revenu
the baseline used, and the panel chos
e per manZ2ehhOk3 ecsxat xxThbsii 0 nb aosfe ltihnee 2d0iOflf e r s
ed by the Congressional Budget Office
us assumes that t-2MmpdDrtaay utosv, swiolnls ,
ueadmansetdranden bhseline are smaller
e

, the revenues raised by the tax refo
even more substantial thievdéSmctiladt t he
count that will eventuall y2@li6G,appear
to the projected deficit of $0.8 tri
AMT) per nea,neinst ,a bi oniCAlnudd2itnBge sdeeibptd osjoearcvt i
ude the possibility that discretionar
ch would increase the deficit by $1.6

panel usedntyheompgmransonsatmaode bas ¢ htci
t law2i00Bontpxr atecidmg ttiloens2 0 Neverthele:s
evenue must eventually be identified,
reduaxe preded emewst rat revenue 1is made
hat there are some smaller provisions
elow, and if they were restored, an a

Theirse an additional reason that the proposals ma

Security ac
in addition
(except the
do not incl
1 ncome, wh i
Because the
with curren
source of r
increased o
Note also t
discussed b
context of
from deduct
significant
Administrat
around $50
revehues.

Both propos
1temized de
curre-ntembpn
deduction,
amounts tha
homes (abou
have either
insurance,
keeping, al
income to d

t he basel itnyep eu sseadv.i nTghse aacdcooputnitosn roefd uRco
itons 1n traditiotmmrde.acSwahtas ,1 dust d ow
For example, some rough estimates s
ion that gained a small amount of rev
billionnatmomwmtemtquiadc ¢ me abowel % o f
1 cation
als contain many elements that would
ductions would simplify tax foling. T
ing returns, which account for 70% of
health insurance dietdeuneitzieorns, daon dn onto rgtig
t exceed the tlh% eosfh oilndc ofnoer) ,c haanrdi teai btlhe
t a third of the population rents) or
a mort ga payment or significant <c¢h
tmox ef iclo

g e
imip d
though f1lo
0 s o.

wialtle dbe Charitable deduct i
r

i
ors may eliminate the need

5 Based on data iERS Report RS2204Baseline Budget Projections Under Alternative Assumption&regg A.

Esenwein and Marc Labonte

6 SeeCRS Report RL3222&roposed Savings Accounts: Economic and Budgetary Effsciane G. Gravelle and

Maxim Shvedov
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The pro
di spens
and t he
panel r
would b
victims
di ffima
deduct i
current
the fac
l oss) .
deduct i
simplif
There %4
as we 1 1
mi ght p
reintro
filers
have be
deduct i
reduced
Al l t ax
and cre
phas emd
savings
All owi n
signifi
1 ncome
account
with oc
adopted
maj or s
Complic
homes a
busines
allocat
the pro
On t he
taxpaye
wage ea
because
account

posal, on 1ts surface, aal aad ee ldihifaatud & ¢
e with, such as the casualty loss deduct
deduction for miscellaneous items such
emained sild nde dwmc ttihoemsse, otthhecrre iitse mmo eway
e treated. These exemptions, all over a f
in 2005) are designed to allow offsets

a
i
a

ditnd onat allowing some deduction for thes
1

ons for a
l a

Il taxpayers would significantly
t wo factors 11imit ctohset sc:l atihnei nfgl ooofr ,t
de duc tiinocno mes iintdeinviizdeuda I(ss omut shta th al voew
itemized deductions are no longer f

estoribhg ¢bmpbki dedadtaovndsuwdal cauch o

on with respect to itemized deductio

w
h
c

-0 wn
:: -
= o o

—

a
rbeo vael Stdleed ulcitneo n s , such as those for alimo
as some credits thhd maghtcbedthpughosade
rove 1important. Gi v eint etnhiez eerxst,e nasni do nt hoef ptoa
ducing some additional deductions, 1t 138

oni ntchree awsheod eori sdecreased. A considerably
en to eliminate the state and local 1inco
ons in place; calculations based on the
ab

t he number of iftemizers from 30% to o

n
p
u

payers should experience simplification f

dits 1into a s i nignco nieca mialxyp acyreerdsi,t ,f raonnd , e 1fio

ttsh ea AMTh. c oHneg htearx payers who save will also
account s.

g cash accounting and expensing for smal!]l
cantly simplify thais baxedompwoahde pbeal ©
taxes do not make similar adjustments. Th
s to be handled separately from personal
casionalfesmmpal loly neemmot u ni tnsanaoomfé mwenll ¢ ud ea we a e
. (An example would be a professional who
ource of income 1is employment, or a skil!l
atiomnscwroufladr attlkomse who wuse assets for bo
nd cars). Although there is some simplifi
ses., most of the current complexnxities wou
ing international i1income for multinationa
duction activities deduction is an import
whole, the income tax prapghetomeppears to
rs-employbd, swhfle possi-bBhd wmomm@gddme ating i
rner s The consumption tax proposal shoul
all acquisitions, wohuelrde bies enxop enneseedd .t ol nk et
s or 1inventories.

7 This information was provided by Maxim Shvedov of CRS based on simulations from tls&icStafiIncome public

use file.

Congressional Research Service 5



The Advi s os ¥ax Refonne Préposals

Fairness and Equity

ty may concern vertical equity
(how di fferreentt rteaaxtpeady)e.r sT hwei t dhi
t the income tax replacement h
i , and indeed may increase 1inequ
ihceh girso wetshs epnltaina,l lwy a consumption t
tax would be much less progress
ut i’so nsatlu dmye t thoord tuhseeidr 1ipnrso ghree spsainwe
the one they suggest 1is approp

6 ~ogopgos—
o B ® O 50 0O O wn
5 0 v oo = —=on
©» o 0 o R = .

-

=

o

u mp-tti hoen WAaTx

™
-
-
e
o)
o
—

Equity

©n
(¢

cond objective of the panel was to maintain
Ireportthbo®wd Tbend the GIT to be distributio
me classes. ( There 1 si nncoo mke ti anidli vai bdouwatl st haet et x
titute only a tiny fraction oft ttehxipayers but
ibutional comparison 1is WwWi0OtOh3 rteasxp eccutt st,o wthhie
ed nkfiogneed ndi vi dual s, are 1in place. Even so,
ibutional neutrality of the plans.

-
©n <4 v 5 o0 =
z—ro'—rwog
- ==

sals toon rceadpuictea It aixnecso me t hrough reducing or
al gains, and interest income, would 1ikely
ome individuals to thedmitddililbutctditasamli fhee g
y, 1in part, a templooaadeyd asratviifmgst aocfc oouvhret ss h(i
ue from owners of assets in theéTkadort run b
tude o
is nat
t wind

a

1

e

m < ~T o

0550.’3"""3'—‘0"’0

f this effdbatt amadiySkischwmlitgethe pd® wotpeons m id
ure, which had less generous contribu
o w, -rsuung greesvteendu et hleo slsoncgoul d easily be
n amount equal to 4% of FY2005 corpor
d accrue to individuals in the higher
d there.

el § ¢
g wWo u
ntrat

C & S c ho @O == =

B < 0 A

ibutional 1ssues aasree offa rt hneo rceo npsruonbpl teinvant itca xi
ugh distributional tables are presented tha
usion is mnot clear. As in the case with the
cts the afcfcoatnst sqf asnadvitthg se effects are eve
se all defined contribution plans (such as
ver, because dividends and capriuml gains ar
i -iinnccoommee ibnyd ihviigdhual s may be even more
e larger than the effects in the SIT, w h

oo =0 5
cc o —0o "

’_‘WZU""(':}UOVJ""CT‘OE""—‘D"O"UCLWQ.O'-""U;><
o
-
=]
aQ
o
—

-~ =0 00 0 — ~
Q0 0 S~ »

(¢]
—_—

d more important, probl emv wtiot h evalu
e he tax that is collected. One might
on, along with a credit for wage tax e
g the VAT, which 1is easl stoh aat ctoanxs uwoputlido nb e
according to consumption and would be

NQ.OQ..}
—_ o =
— w5 »n ®»
o0 »v —~ 0
- -

8 SeeCRS Report RL3222&roposed Savings Accounts: Economic and Budgetary Effsciane G. Gravelle and
Maxim Shvedoyfor an explanation of this budgeffect.
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fixteadd e credits and, even 1n that case, resul tin;
income individual swswhilkddwdwe s,i mpdry tah VAGI Tmpos ed
with a wage credit, a different distributional
allocated according to 1income, and thus the tax
A consumpgiodntdmxon wage income and a |l ump sum
collected over time as -hhghaeoemetsndrei doablsmwhlo
indefinitely pass on assets 1in estateshe tthhaxt con
on the basis of consumption, the tax would decl
tax was, however, distributed as 1f 1t were an
level (which is realltyhat Imanp omn mmd w xnom bd dt Tcap
effective tax on consumption) 1 s tirnecaotneed as 1 f i
individuals

To illustrate the importance of these approaches
di st r iebfufteicotixsa Fomfixtahn a 15 % and 30% rate -and a de mo
income individuals to of #Bheits tphlea nt aixs) suinndielra rb oitnh
to ths paopbsal I f distribut edquaicnctoirldei nhga st oa nc o n
effective tax rate of 23.3%, the top quintile a
If distributed according to 1ncome, the tax rate
quintile, and 22.0% for the top 1%.

Di stributingbaas ecd ntsauxmpitni otnhe short run i1is tricky,

cause the cash flow tax 1s a tax that causes

e consumption tax base tends to be si-milar to
come people, even in the long ru
ge incomkighlhwsunlti kely that the GIT 1s distri
stem less progressive by largely

w g - ac
< o5 oo o0

s
()
et
[y

zontal Equity

Il equity r

a e to the equabhretreatment
sic 1ssues o

i y

s

rs
horizontal equity that cou

o
(o=}
- v oo =

fe
f
zes ., equit
who wvary -favohetdireasptef¥erences for tax

f—Fb—h(—Pm
® o 50
O — o N
O <
o

=
-

g "

ess couples with similar abilities to pay,
The tax reform plans appear largely to

o o —o o o0 g =0 =

B"UNCT"—‘O’—‘UJ;>
[ ¢ = ¢ I ¢ B =i o B
UQSO—S<“‘§N"‘
—_—— y—h;—daavo

ts
ild
zed because the adjustments faoay WBamily si
ied

B o

9 See Leonard Burman, Jane Gravelle, and Jeff Rofialyards a More Consistent Distributional Analysis
forthcoming in the Proceedings of the National Tax Association, 2005 Conference.

See Jane Gravelle and T etynandiFanily TaxGTreatment The QOrph&niChild of Zax nt a1l Equ i
Policy, ” Naiianal hax doutrngiSeptember, 2006.
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es not burden new investmemtunwhi dowearrbe imutd
n, because the

exempting cap

in the treatment of differe

study used an equivalency index (simila
to compare tax burlehnss camaflaymiilsi essu gogfe sd iefdf
come levels, famildaewilwy tthavhiddreampgamad tto

wii ¢« th fcahmil ldiresn a't l ower income 1l evels ar i
credits, which are maintained. At high

by the converting of personal exemptio
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alternative mi niumusm otfa xd eadnudc t pi hoansse. On the whole
change in this aspect of the tax system.
Consumpé¢s onsetak as the GIT, inevitably shift the
older generation and away from young and future
expect to consume out of these alshsiest ss harfet isnugb jaeca
the generations 1is relieved to some extent by ¢th
depreciation, but this offset is quite 1limited.
lifetime tax than iyoonusnnger or wunborn generat

The elimination of preferences for investment ¢ty
the income tax, 1is generally not viewed as 1impor
capitailt axndepmans shifttarwn. edfhatetaxetavnsiafséecoc
homeownership, although, as seen bel ow, to a 1es
preferences for taxpayers 1in states with higher
covered by emnplheyert hprcamawied while allowing benefi!t
employer plans. Charitable contributi-ons effects
itemizers, but also subject to a floor. On the w
egqity as measured on this basis.

Efficient Allocation of Capit
Capital Income

In the broadest t er ms, a tax reform can alter ec
and capital 1ncome. One &f tthke tmxs r ef mponr pa otp ow a
affect the mnature of the tax system is through ¢
indications from a recent dynamic analysis of th
change 1in eeiotrhemaragvenradg tax rates on labor 1ncome
the treatment of capital income that the proposa
Change in the treatment of capital income can 1in
bettentabhoof capital to different wuses. In gene
assets 1is more efficient. If investors tend to e
more mneutral taxation -twa txsloamoale, crleetauwrln, elqeuaadien g
level f om¢pmg. ahAdl ovwdd aggregate tax rate on ¢
distortions and lead to a more optimal savings b
The method for examining thise itsasxmer dbteeggimm twhea hr
capital invested in different typesmafkatsets. I
fail’aapstal is allocated most efficiently when a
when financioatl icnhfoliuceensc eadiEdbfyre ¢ thiev ¢ atxa x ordat. es c an
physical assets (such as equipment and structure
nomor porate businesses), and financial form (cor
Ef fecxt irvaet etsa presented in this section are estim
prospective investments; they take into account
benefit received today is more walbeahlus et lnafn tah et

11 Market failure is a technical term which indicates not that markets do not function, but that they do not function
perfectly so that price®present true resource costs. In practice, market failures are numerous, but in most cases are
small, or cannot be easily determined and quantified, and thus make effective government intervention difficult or
capable of worsening rather than improving tharket failures.
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value of money (i.e., money received today
AppemSdor A more detailed explanation.) The
ly from average tax rates 1in the econ

nd in the long run, more power ful) e

n average tax rate measures. Indeed,

o be negative, while average tax r1a

new investment fhtheaddprtalhetadtkocAti

ax rate, the main provision affecting

0 the asset 1is recovered via depreciat
depreciation matfceheets iesc otnoo mtiacx dtelper ercel tau

nt income) in each period and the effec

ntgaxa burmrdeen. The same effect occurs as
ionadedwcthenprieseamaqudi scounted value ¢
so.pposing forces can affect depreciati ol
epreciation is based on historical acqu
dermined by inflation. Thus® higher i
ion effect, ther thingbkiegqadaal, raise
ltilvaend fomre sl. o Hgpewre v e ra,r ed egperneecriaaltliyo na 1dleoc
than the rate that would be justifi
ronounced in the cavalaf eqdipmeds
ectnitvd atwa x moastte .ce qin pane ncunmss et s, f
n five to seven years, although
Code specifies that buildings a
er 27.5 years)
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reatment of retain earnings
of capital gains. inally, t
typayings decisions.
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12The present discounted value is the value of a future dollar discounted by dividing it bywtierg r is the interest
rate and t is the time period. For depreciation, all of the values are summed up.

B3 Higher inflation can, howevebenefit debfinanced investment if the tax rate of the firm is higher than the tax rate
of the creditor, because nominal rather than real interest is deducted.
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Di fferential Taxes Across Asset Types

Tabllsechows the effective tax ratesomnmnatresse dtidrf ewiet

a corporate level tax and shows how even the tax
current law are reported, one without and one Wi
in 2004. The statdtotyvyonatet wvihopas dbduptoon 1is
statutory rate with the production activities de
31.5% insthecopmametlax revision. The last column r

depreciation s’sysitmeano men ttehx plasmmme.l Al t hough the cor
padselconsumption tax plan is 30%, 1t 1s mnot real
investments are effectively subject to zero tax

TabAreeports these tax rates aggregated across ba:

of assets 1s eligible, ucntdievri tciuetdT hdnesd utcatbiloenf.or t h
indicates ’st hiantc otnhee tpaaxnerle f orm evens out tax rate
increases the effective tax rate (by a percentag
from current law.tdkerebdbasmmphowever, results 1n
rate on all assets.
Table |. Differential Tax Rates Across Asset Types
Asset No Production With Production P a n elhcbme Tax
Deduction Deduction Reform Plan

Autos 34 31 39

Office/Computing 31 28 36

Equipment

Trucks/Buses/Trailers 29 26 34

Aircraft 29 26 28

Construction Machinery 23 21 27

Mining/Qilfield Equipment 28 25 27

Service Industry Equipment 28 25 27

Tractors 27 24 27

Instruments 28 25 27

Other Equipment 27 24 25

General Industrial 25 23 25

Equipment

Metalworking Machinery 23 21 23

Electric Transmission 33 30 32

Equipment

Communications Equipmen 19 17 22

Other Electrical Equipment 24 21 22

Furniture and Fixtures 23 20 22

14 SeeCRS Report RL3209%apital Income Tax Revisions and Effective Tax Rémegdane G. Gravelldor data on
the share of assets eligible. This report also contains data on the effective tax rates beforezb@f@8/4sions and
presents a more extensive discussion of gffetax rates.
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Asset No Production With Production P a n elhcbme Tax
Deduction Deduction Reform Plan
Specialndustrial Equipment 21 19 21
Agricultural Equipment 21 19 20
Fabricated Metal 29 26 39
Engines and Turbines 36 33 32
Ships and Boats 17 15 13
Railroad Equipment 18 16 17
Mining Structures 7 6 20
Other Structures 40 37 37
Industrial Structures 37 34 34
Public Utility Structures 27 24 24
Commercial Structures 34 31 32
Farm Structures 26 23 23
Residential Structures 31 NA 30

Source: Congressional Research Service. 8ppendix A for method of computation and assumptions.

Table 2.Weighted Average Effective Corporate Firm Level Tax Rates (Assuming No
Debt) on Reproducible Capital

Asset With Average Production P a n elhcbme Tax P a n eQohsamption Tax
Type Deduction Reform Plan Reform Plan
Equipment 25 27 0
Structures 30 31 0
Inventory 37 35 0
Total 29 30 0

Source: Congressional Research Service. 8ppendix A for method of computation and assumptions.
Note: Structures reflect a weighted average of the last seven roviEable I. The remaining assets are

equipment.

These comparisons across asset types 1indicate th
reform plan is quite similar intigassdttataressliog
favored relative to structures and inventory, an
rates The income tax reform slightly mnarrows th
to current | aw.x Trheef ocronm spulmapnt iiosn ctompl etely neutr
investment 1is expensed, leading to a zero effect
paid at the indi®vidual level, however).

15The beneficial treatment of mineral investment, largely in oil and gas, arises from provisions that allow much of the
cost, including unproductive tracts and wells, as well as all intangible drilling costs (supplies, labor, etc.), to be
deducted immediately. The deduction of losses, while consistent with accounting rules, is a subsidy because the cost of
unproductive tracts and wells is part of the cost of finding productive ones and should be, in theory, deducted over the
useful life ofproductive properties. The calculations assume that unproductive wells and tracts will continue to be
deducted as losses under the income tax reform option, but intangible drilling costs will be recovered, as will other
costs, under cost depletion.
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The Debt Equity Distortion

Another issuvatisalthaxdiffatment, -Windhnaomedheercoupyp
equfitiyanced capital. Debt is favored at the corp
under the income tax reform becauee e&ppbbdDedtoohsy
to real economic profits, the tax rate on debt f
equity would be the statutory rate, currently 35
current law, debt ifsi rsmm bljeevcetl ,t of oar stuwbos irdeya saotn st.h e
deducted at the statutory rate (adjusted for the
lowers the rate to 34%) whereas the income 1is ta
of 29% dweettl erated depreciation. Second, nomimnal
Together these effects mean that debt, at the fi
a 29% tax

These tax rates are incredschlowadethebddddsesa cage
favored at the individual 1level. Capital gains a
can be deferred until the stock 1s sold and are
that this chal dwlwaetri aomtwssesont capital gains and d:
technically scheduled to expire in 2010; tax r1at
Individual taxes on the return to c¢apiatfatlerare al
the corporate tax, and thus th corporate tax 1is
For an individual in the 30% tax bracket, for ex
dollar of earnings, dbDuontbhguidgditi-lomdald)y) .ndBhvd @ u i
recent temporary revisions lowered the tax rate
15% and extended thesealoWwengetafavetrengtoqdivide
There was raalrsyo bae nteefmpto t o debt finance, from the
These effects are s hDbPavbhd @ whit bk o haoxwir etfhoareme tphl ea mss
narrow the differentials between the two types o
results in slightly higher tax burdens for debt
individual level, alndt beactamert odf thaepiptrelf egaeinntd a
effectively not taxed through deferral and step
equfityanced investmentfisadowedrinhant mdhmat. on deb
The effective taxssgathowewvedebtowmpl i efgatveadryebdy t he
forms of ndividual i1investment, through pensions
effectively zero. If these effects are taken 1nt
of ghanin individual tax rates less 1important. S
managers (whether or not self directed) can also
these effects incorporated is probably more real
Det er mi niwhga te xwaecitglhyt t o assign to tax exempt ass
roughly half of interest and dividends are in fu
current l aw, 1t is not c¢clear whetheusbhaddmef t he
assets were 1in accounts where investment was mad
share of inves#mmths et mat twer enamr @gn n . In additior
these investments, s hdl asva lpomaltaicks ofomcaeaenslsy tw

16 With a 0.075 nominal interest rate and a 0.02 inflation rate, and with the production deduction reducing the tax rate
by 3%, the aftetax discount rate to the firm is 0.075*(135*0.97}0.02. Dividing that discount rate by-Q129)

produces a pre tax returfi@0416. The real interest rate is 0.055 (0-04®), so the difference of 0.0146 is 32% of

the pretax return.
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exempt accounts at the margin also pay an 1implic
benefit

Table 3. Effective Tax Rates on Debt-Financed vs. Equity Financed Corporate

Investments
Tax Regime Debt Equity
Excluding Tax Exempt Forms
Current Law 9 37
Panel’'s I ncome Tax Reform Pl an 16 33
Panel’ s Consumption Tax Reform 15 12

Including Tax Exempt Forms (50% or 100% exempt)

Current Law (50%) -11 33
P a n tn¢omesTax Reform Plan (50%) -3 31
Panel’s Consumption Tax Reform 8 6
Panel’'s I ncome Tax Reform Pl an -23 30
Panel’s Consumption Tax Reform 0 0

Source: Congressional Research Service. 8ppendix A for method of computation and assumptions.

It 1s c¢clear, however, t hat the share of 1invest me
increase under the reform commission proposals,
financed 100% with tax exempt investment. These
and allow both a retir e mewhte racd cvoiwtaht s amaly abs ama d g
healt h, education, or ppwraockkpdacef exiprtimgr } RtAs s it
$5, 000, as well as existing health and education
l1 1imits. Income |1 imihlend vaodudli d iaolns, 0 fboer atbhoe i nc o me |
exemption of dividends and most-bedrcapgiasasegaihne
placed into exempt accounts.

Once tax exempt forms are considegreerd,f oarn dt htehe e x
reform plans, it is mno longer obwdepuwist yt hdits ttcret ii
compared to current I aw. In comparing tax rates
with negative 7rates,ona insorteh emetaanxi nwefdugle ,c oonrp atrhies

prteax return mus tt aexx creeetdu ran ,f iwkheidt ha,fitsehrme e s ar ¢ d b ¥
rate. Thus under current |l aw withdinhnanoadidetung
mus te ecedk ct Ha xafiteeamrn ByO099 %, (&h fPiéngadn caend erqeutiutryn m:
exceed -ttahxe raefttwerrn By339%. (Thd7d{fference bet ween

tax return. The difference betpweoemstahle iwe BPeMs. f o
However, the diffe nce between the wedges for c
59 %, whereas the d

f

re

ifference for the tax reform p
100% tax finance. ( Th et hdei fcfoenrseunnepetsi oanr et anxe gplliugsi btl

income refor m.)

7 Note that recent tax legislation allowing a one time rollover of assets in 2010, including nondeductible traditional
IRAs, without income hnits effectively eliminates the income limit for a few years. All individuals are eligible for non
deductible traditional accounts which allow a deferral of income, and by opening those accounts in the next five years
and rolling them over into Roth IRABjgh-income individuals can effectively open tax exempt accounts.
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These measures sug at the income tax refor
debt and equity finance, but perhaps mnot by very
would ted imimtaual 1y all of the differences.

Distortions of Payout and Realization

Under current | aw, the tax system favors the 1et
the realization of capital gacitmsi,nebde ccaawsnel ncgasp iatra
taxed until the asset is sold, and are never tax
rate on capital gains for taxable investors 1s a
small ( aboructe mtna ggei gphoti mpte di fferential) because m
taxed at a flat 15% rate. There are no distortio
is retained in the consumption t amptr eifnowrens tpmeonvti s
is likely larger. The income tax revision actual
dividends is zero, but only 75% of capital gains
to pay out earnimgsd.i sThea tmaogniitsu dpea odbfabtlly 1 es s, |
capital gains effective rate will be only about

Corporate Yeorrspuosr aNoen Business Distorti

Aside from the distortion between debt and equit
ihnhe cor polmdbdeex smicteostr .t he total effective tax ra
compared wciotrhp otrhaect enosnect or under the different t

Table 4. Effective Tax Rates on Alternative Business Forms

Tax Regime Corporate Large Non- Medium Non- Small Non-
g P Corporate Corporate Corporate
Excluding Tax Exempt Forms

Current Law 32 20 20 18
Panel ' s Ref@gn m 30 22 20 18
Plan
Panel’'s Cbharsu 14 6 6 6
Reform Plan

Including Tax Exempt Forms (50% or 100% exempt)

Current Law(50%) 25 16 16 14
Panel ' s I ncom 25 18 16 14
Plan (50%)

Panel’' s Consu 7 3 3 3
Reform Plan (50%)

Panel’'s I ncom 20 14 12 10
Plan (100%)

Panel ' s Consu 0 0 0 0

Reform Plan (100%)

Source: Congressional Research Service. 8ppendix A for method of computation and assumptions.

As 1in the debt vs
tax rates for pen
businesses (such

equiakiaoagsentoahcubantonheat e
sions and I RAs. Since these ent
as sole proprpetate hnpmbamns gpan
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t he cparsoeviwlheerns tohfe 1 oans are not -fully subj e
investment 1s not a viable alternat: e

more relevant measure maysbacthetta
axable accounts that choices might b
n financi 1 instruments.
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As in the case of the debt equity choice, the 1in
di fferentials betctwapmradrepamates tanedtnad t hough t1
small. The consumptiows rtefeordni §figmadtiicalnt.l y narr

Business veOsaspDwdeHousing and Total

TabSper ovides estimates of the tfotra lowtwamxp ibeudt den o0
housing and for aggregate investment 1in the econ

The income tax reform, in general, mnarrows the d
investmendcampiedndhowusing, from a difference 1in
cuermrt law to a difference of about 27 %. The cons
than 15%. Thus both reforms would reduce the dis
housing.

A final rHBabSieshoWwe Dwerall marginal tax rate 1in
reform proposal keeps about the same effective t
tax exempt fulnd ntkcee ,1 ibkuetel yi tt owosl i ghtly 1 ower the
increased amount of tax exempt finance. The cons
income would 1l ower overall tax rates, and 1s 11Kk
negative tax rate could occur when most 1nvestme
is little or no tax on financial investment) and
investment with ao cnceugpaiteidv eh otuasxi magg a ggvmeec it eod it th.e A
negative tax rate on capital income, like a posi

Table 5. Effective Tax Rates on Reproducible Capital

Tax Regime | Business Owner-O?cupied Total E‘conomy
nvestment Housing Wide
Excluding Tax Exempt Forms
Current Law 28 -3 18
Panel’'s I ncome T 24 3 17
Panel's Consumpt 11 0 7

Plan
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Tax Regime Business Owner-Occupied Total Economy
g Investment Housing Wide
Including Tax Exempt Forms (50% or 100% exempt)

Current Law (50%) 22 -13 11
Panel ' s RefanoRtee T 21 -1 13
(50%)

Panel's Consumpt 6 -8 1
Plan (50%)

Panel’'s I ncome T 17 -6 9
(100%)

Panel's Consumpt 0 -17 -6

Plan (100%)

Source: Congressional Research Service. 8ppendix A for method of computation and assumptions.

Effects on
and Output

Savings,

Labor

Sup

If tax rates on zhpPpecall abhbdr labdrsawncogme and if
growth rates in the near®Daendiitnt erhme dpiraetseu mpetri m nc
tax rates wil!]l increase supply, such anroutcome
both of these effects, there are offsasacttwangg 1inco
income can cause work effort to decrease because
everything, including 1 efits uccoen s wnipftsieant ifnrgo rh hlee ii sn
goods, with the outcome umntcaexr traaitne. oSfi nrieltaurrlny,c aan
individuals to achieve a target amount with smal
to save moa ehitgwhaearc htiervget Simple empirical evid
because labor supply and s¥vings responses are r
Economists at the Treasury Department recently p
plans, amdsthhdtllabael wmsed to diZ¥khe sTrtehaes uproyt esnttui d
in addition to examining the two reform plans, a
t hat was si 1si lcaorn stuomptthico np atnaexl ( GI Tf¥j nbhuntiakclude
income (interest, dividends, and capital gains)
(35% rather than 30%)

The Treasury used three different models to anal
neoclassical grdwthhhrmesdelplwi tamhdfiamnmed ]l asticity of
rate of return equal to 0.4. The other two model
intertemporal models: the Ramsey model, which de
181n most growth models changes in savings rates and labor supply cannot affect-the Igrayvth rate, which is

determined by population growth and exogenous technological change. feheredels of endogenous growth, but

the factors that drive those growth rates are unlikely to be affected by the tax changes in the reform plan.

9 For a review of the empirical evidence €2RS Report RL31949ssues in Dynamic Revenue Estimatimg Jane G.

Gravelle

20 Robert Carroll, John Diamond, Craig Johnson, and James MakéeSlimmary of the Dynamic Analysis of the Tax

Reform Options Prepared [ oFederatTax Reforald.S. Departmentsofthedreasuryg r y Pan el

Office of Tax Analysis, May 25, 2006, prepared for the American Enterprise Institute Conference on Tax Reform and

Dynamic Analysis, May, 2006.
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p s1on ; and the overlapping generations model ( OL(

time. These intertemporal models were devel oped

decisions regarding savings and hlombgdr moupply 1int

satisfying theoretically to many economists, t he
s t

are highly ylized in many ways.

Tabdseummazes the effects on output of the various
the first 10 yearsrtunnsyeady26fatnad As the hombe
indicate, two results are clearf.ecFtisr sotn, gtrhoewtihn cio
any of the model simulations, because it has it
significant effectwagrer maxgirmndlesandnavemdget he coc
proposals had an effiddSecomdtaforathosen propostihs
noticeable effect on the capital income tax rate
model wuwused. In the first 10 years, on average ou
1. 5% or tlh,e OdLd mold%b for the Solow model. In th
respectively by 4. 8%, 2. 2%, and 1. 4%.

Table 6. Percentage Change in National Income, Treasury Study

Plan Solow Model OLG Model Ramsey Model

Simplified Income TaSIT)

Budget Window 0.0% 0.4% 0.0%

Year 20 0.1% 0.8% 0.2%

Long Run 0.2% 0.9% 0.3%
Consumption Tax Plan (GIT)

Budget Window 0.1% 1.5% 1.9%

Year 20 0.4% 2.1% 3.7%

Long Run 1.4% 2.2% 4.8%
Personal Consumption Tax (PCT)

Budget Window 0.2% 0.7% 2.3%

Year 20 0.6% 2.6% 4.5%

Long Run 1.9% 2.8% 6.0%

Source: Treasury Department, Office of Tax Analysis.

Explaining the causes of these different results
quite complicatdcids c msnsdi arhei st ecccdmtiacianed in an app
However, the major conclusions suggested in that

e Straighetnfpoirrwiacradl evidence indicates that savi
even in the model withetBol mows mormhed st tresul-t

21 The Treasury study reports the marginal and average inzormates on labor income at 24% and 13% respectively.
Under the income tax plan, these rates are estimated at 24% and 12.8%, whereas in the consumption tax plan they are
23.5% and 13.3% respectively. The marginal and average rates go up slightly petbeiral consumption tax plan

(PCT), to 26.4% and 14.7%. For capital income, the Treasury study estimates a current marginal tax rate of 13.9%. For
the income tax reform, the rate falls slightly to 12.8% but for the consumption plan (GIT), the reductiarhilarger,

to 1.1%. Their personal consumption tax ratei%. The tax rates used in their analysis are similar to the ones
calculated in this study ihable 5.
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t hat the effects would,sdmidesdel dset ipoistiitd svear

e The wuset wydfe RoRAs and, in some cases, 401 (k) s
would, according to thealt hmeoodreyl se,mbbeed dleeds si nl iik
to induce savings as i1individfimdst woat d no 1 or
reduction to pay future taxes. This effect cc
GIT where defined contributioh pe¢rydiceon plans
plans, as substituting rReRRoehi fgs. aTdedactibl
effects are not accounted for.

e Intertemporal model s, while theoretically api
fairly heroic assumpt iwanlss atbo urma kch ec carbpilleixt i e ¢
decisions and have not been empirically testz¢
reflects intertemporal substitution of Ilabor
where virtually no evidence‘roafoda response 1is
thumlm vings behavior may be more consistent w
behavior and tend to imply a zero or negati Ve
suggests that automatic enrollment in empl oyc
the propomcarlesas emisgshti ngs, for which there 1is

e The Ramsey model also suffers from some seri
strict assumptions to achieve an internal s ol
ownership of capieagl ascobsermedyipeodhe econo:i
homogeneous preferences, asexual reproductiort
making it impossible to apply the model to a
open economy, or to 1 nrcaotrepso.r ate differential

e Even within the context of the intertemporal
elasticities are inconsistent with the empir.i
supply elasticities and particularly the 1int e
whi chi reimeparl work suggests is less than 0.2, b
the Ramsey model and around 0.5 in the OLG mc
elasticities also tend to be higher than mos:t
Ramsey modeteadPamtforf these high elasticities
arbitrary choice of hours available for addi!t

e Even where the higher growth effects are expc
compared to the normal growtrlgecft tgheo wed honomy.
is projected for the GIT by the-Ramsey model.
year period, output rises by 3.7%, for an avc«
2/ 10 of a percent. Normal growth is usuvally °:
typik%ldy more Growth induced by even a sign
nature 1s mnot 1ikely t o—tnhaatte riisa,l 1we acfafnencott t h «
grow our way out of the deficit by changing

International Tax Treat ment

Thenela proposes a significant change 1in the tax
income tax proposal, and proposes to treat taxes
same manner as a VAT.

Under current income tdxadtnews ofictmB. opafents gns
repatriated as dividends, a treatment referred t
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companies 1s taxed currently as 1s certain passi
is easitloy asbuubsjee.c tWhen income i1is taxed, firms can
up to the amount of the U.S. tax due, and these
unused creditsafocovtnxeseds nchmgheaduesam | @owof fset
countries. This offsetting of credittisngcrOCsenst ciom
passive income is segregatbeads’kientt.o a separate for
The intermnational tax 7regi memihca se fsfeivceireanlc yp raonbdl etn
compliance. First, becer ceadui st ei nogf, dteofoe rnruaclh aonfd Uc rSo. s s
lotwax countridsax(wkdmnmanitis pgoe® 1low) and- too 1itt
tax countries.r oeufceer raasl ldaegse motdipincentive as

income is earned abroad there is an incentive to
Second, the potential-ttootlmevalj hodatde cpi ofist € ofnpd
administration and compliance. Pr ofciotnsp aimayy be 1 e
transactions and by assi gntianxg cpoautnetnrti ersi.g hltns atdod io
companies control their tiaacand,jabhdytogngdhgouigh c¢ce

planning to minimize their taxes, and, indeed, v
ne reform approach would be to tax all 1income c
ssue Al s o, aitfi vietl ywefreea saidbnlien i(satlrt hough there ar
ax credits could be separated into country bassk
or inves-tmen¢ounttpes (although it wwmuldlidghncrea
ax countries)-crButi tdwnegn witcthser easasm be made t hat
reater economic efficiency through-taekiminating
ountries. Moreover, t h efreer wonuclodmeb ea clreossss idnicfefnetri
. S. individual investors could avoid some of th
here would also be incentives for U.S. parent s
corporat®henverdenadg .suggests that these effect
orporate inversions could be discouraged with 1
ould be used to reduce the corporate 1income t ax
isbutional effects are to be held constant

OO"“O’—‘CD»HBU‘D"'O}Q.OOA"’(:OUQ"'W"*“'O

n argument 1is sometimes made that this type of
ompanies that -maxtcoumpetesiwithwfirms from oth
heir sumomedi adtescould lead to a smaller presenc
evertheless, the investment t hat takes place 1in
enefit the U.S. economy. That 1s, firsommotthes opoin
uchuadfair c¢c"bmpetiathem a system that diverts 1 es
he panel did not c¢choose current taxation of for
xemption of active 1ncomeo,mea nidnccluurdrienngt rtoayxaalttiioen
atter provision would eliminate the ability of
f royalties This option suggests the panel wan
eduction of tphliasn ntirnega tcnoesntts ,e laismi nates the r1repat
pportunity to shift income through royalties. T
onforming to what most ot Kleeaspecdlofnfgdidgs madwt and a
di scussed above. They also suggest that the tax
allocation of capital. But the plan can be criti
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22 For a recent study which compares these systems, with a discussion of thesiftinfitissues, see Harry Grubert

and Rosanne Altshuler, “Corporate Taxes in the World Econo
presented t t he James A. Baker III Institute for Public Policy
The Known, Unknown, and Unk-28p2006b1 e, ” Houston, TX, April 27

23 For a brief discussion of each of the more than 100 tax expenditures, s@ohhfess, Senate Committee on the
Budget,Tax Expenditures: Compilation of Background materials on Individual Proviskmepared by the
Congressional Research Service, S. Prt:348ecember 2004.
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contributions under the threshold). According to
income file, about 63% of itemiElHasge comrttrriblittoars
accounted for 95% of givingovwithelB8%oundeThtehe
suggest for itemizers that the floor will create
to reduce giving, since 78% of the revenue gain
deductions by thbseshbdékbkdadyoowekl thetain an ince
The extension ofi ttehnei zdeerdsu cntaiyo no ftfos entont he reduct i
will be more efficient than a deduction without
to a more effective incentive for charitable giyv
State and Local Tax Deductions; Tax Ex
The proposal eliminates the existing deductions
property, and, as a tempaduaty oaktesndteisve axo diedda
property tax deduction can be considered as part
occupied housing, as well. But , in general, t he
t hat t hes es ttaatxee sa npda yl ofcoar]l goods and services tha
hence the deduction encourages more expenditure
relationship between taxes and servebheasashohere
for national parks), so this argument 1is mnot ent
encourages the use of deductible taxes (1income a
taxes); some consider t hrifsereefnfceec ti nt oc lboei caen, ibwmtp p
support the encouragement to use more progressiyV
argument for allowing a deduction is that these
although theoddbeductridncdiazrdahstdrvorangstaWhatlke
deduction for state and local taxes 1s desirable
Another major subsidy in the tax eyalemonmdst h®ne
theoretical grounds, this benefit is questionabl
spending on investment goods (which generally ar
some of the subsidiee ngoot troe ailnlvye sptunbelnitcs gwoho dsh tahr
financing (for example) sports stadiums and conyv
activity bonds which are permitted to benefit pr
and amoumnths .t hlrtehow no explicit elimination of
favored savings accounts in both plans will, h o w
Transition Issues

In any major tax revision, transiomeont aixs spuleasn be c
(SIT), these transition 1issues areand kkilggshero be
income homeowners who have purchased homes with
lose part of the valwue hoefi rt hdeeidru cntoi rotng af goer dperdoupcetr i
The transition problems are much more severe for
be severe enough to make adoption of such a prop
consumption woud,d mhwymadd yed ose al.l of their 1 ec
including depreciation deductions, Dbasis 1in the
selling items in (or produced from) inventory or

24 These estimates were provided by Maxim Shvedd®RS$ based on the Statistics of Income public use file.
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A consumpg,joastnated above, equivalent to a wage
income. Under a consumption tax without transitd:i
full value of the asset will be taexsedn atpoinnclad ke
financial assets 1in i1its base but does not requir
VAT or a retail sales tax), that lump sum tax on
should also be rehhect odluesst owhlermar adbtsent adju
imposition of a 30% consumption tax should be ex
debt financed, resulting in a theorefically pred
Ta xpay ehresa vwilftyhndalkte d assets not only would be un
well as depreciation or costs of goods sold, but
to sell their business or majgort hasise té% swhi tphr otcheee
Examples of taxpayers who might be adversely aff
going out of business (and unable to deduct the
and wish to sebpbeatyinghehpasca bfiipding.

These effects are adjustment costs, and can be r
recovery of depreciation or inventory costs woul
would be of f sceita tiino np adretd uicft idoenpsr eand recovery of
all owed. However, without adjustment costs, asse
because the present value of depreciation deduct
proaply.

The fpantealansition rules are wentephomevbad. oThdeop
deductions and—8herekh¢ fleductyeoeas, 6 0% 1in the s
and 20% in the fourth.sameamtprepadar twioawd sd. )b eNa axtehde
all owed, and sale of an asset would terminate de
contracts would terminate interest deduction all
Based on this transition dreunltei,a la btuaixlpdaiynegr pwirtchh aa
tax was imposed would lose approximately 95% of
65% of deductions for equipment (for a typical s
existing invefibporyal{leibhepgogdedsn process). The
present value for the buildings and, to some ext
But inventories would bear V1rt“€mkkyntrhlé>ensf/uhlolo
for the fourth quarter of 2004 were $1.7 trillio
extremely costly, as most inventories are turmned
Taxpayers with outstanding de btewduldd:deulcstdoln(sse
unless they can refinance. No all bonds can be
$207.7 billion of corporate bonds with maturitie
not cdTHabdeerage mapprotiymoafe PFFomds aéym ewemr s .
bond paying a coupon, taxpayers would lose 71% o
greater for 1 ongezsryemat brointdisyeeshl® Y8l rdf ,2rl-mad 1903 % f o
year bond

25 These effects are smaller in the short run, if there are adjustment costs.

26 SeeCRS Report RL32603he Flat Tax, Valuddded Tax, ad National Retail Sales Tax: Overview of the Issues
by Jane G. Gravelldor a further discussion.

27 See Leonard Burman, Jane Gravelle, and Jeff Rofialyards a More Consistent Distributional Analysis
forthcoming in the Proceedings of the Nationak Association, 2005 Conference.

28 Seehttp://www.bondmarkets.comstory.asp?id=2234
29 Seehttp://www.bondmarkets.comstory.asp?id=235.

Congressional Research Service 23



The Advi s os ¥ax Refonne Préposals

Presumabrleyciaatli dre pwoul d be [l ost when an asset 1is
asset would not be recovered (all proceeds taxed
assets.
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AppendixA.Cal cul ating Effective C
Tax Rates

Th
an
1 n
t h
t a

e tax rates in this paper are ceatleaxlmndteur byarrfd

expected rate of decline in productivity of t
vestment must initially produce 1in order for t
e -taafxt erret ur n, t oi nevqeusatl met nhte oi untdliavyi d(uia.le . , t o br e
Xx payments and deduction are eliminated and th

prteax discount rate would sum the flotwsx to origi
radfe return mamusatbeodfrettwan, ratteided by the p

Di
t h

y ¢
c o

scounting means dividing each flow by a discou
e disco(ﬂ.mri), ffaccrt oar filsow earﬁlﬁ:l‘d)z,tvﬁcoryeaarfsl ofwr athrrme

ars f(ﬂ.+or)ﬁ,nwlwere r 1s the discount rate. In proa
ntinuous time method widhmelomtd emmiowsd cformpm utnhdii
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ere r-tiasx trlked upmeé aR dissechentaftatre of the corpor
preciation rate, u is the stat utnordye dtuacxt iroantse ,
iscoRamre dwhodirse t he inflation rate). The effecti

Ve(rl—R)/ﬁ. When including individutaalx lreavteel itsa xe s

asured by determRnf(i{lg—U)r—ﬁ)a%—(l—i)lEov@vhewheIfeis t he

are debt financed, I is the nominal i1nterest r
dividual tax but after corPoratthde¢ adi viEddesd eqa

e gr owt h -traaxt er.e Bﬂh erfigg%f_'utt)r_en@)+ (1_ f)(D(l_ t)+ g(l_ C))’

er t 1S the effective 1ndivi diuarlattea.x Trhaet et oatnad
— %
tg 1Rs)/r.

a more complete description of the methodolo
reciation purposes, formul as f oerc omeoansyu r isrege z ,
e G. T@GreavFEaeolbhomi ¢c Effects &fmbaxidmegg , CMAL ¢t Ml TI
4

o BT "

e of this analysis, the following ass
i 2 %, amadf athe irmdilvirdd alr nt & e £ qiusi t ¥%

al profits) paid as dividends. The corp
X rate on i1investment income 1is 23% (data consi
omioc Research TAXSIM model) . Statutory tax rat
der current w and under the consumption alte
vidends to r lect exclusionefindmde 5O tref aapd
ins is exclu d to reflect deferral and exclus
cause of the xemption rule, with the remainde

S
S

—- =
o & T
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thin businesses, the foll owinsg, aS5s.s3e%- isnh alracrsg ea p
rporate firmsgj;co2.p70% aitne mniieidrimsm mnonndc otrhpeo rraetnea i n d «
r ms .-o Ocwmpeired housing is 40% of total assets.

Congressional Research Service 25



The Advi s os ¥ax Refonne Préposals

AppendixB.Di s c u

Analysis
De prat me n t

of

t he Macro
Reform Pl

The model that yields the smallest results 1n th
labor supply is fixed, but savings 1is Tesponsive
response 1s based on a diitry cftr cem ttiimmet es eorfi etsh ee wia
evidence of labor supply is consistent with a re
reflects the historical st aabgel imeyn,o fc rpoasrst isceicptaitoa
of labor s usppusyi,ng ncdo mttruidvieed or natural exper i me
estimates of saving tend to suggest a small resp
constancy of the savings rate over timepansse well
significant changes in tax rates. These estimate
and the 0.4 elasticity estimate used in that mod
savings supply respofise from time series studies
At hough i1t i1is possible to construct an intertemp
labor supply response is included in the two 1int
response is only part of theitifdecttothapgpotlabtoira lh
decrease or increase i-me rtihed lcabowirc essupopfl yl ediuseu rt eo
there can be an intertemporal shift Indeed, t hi
in theus hoefopomnsteax cut 1in capital income, as o0cc
This effect comes about because of the desire to
the agent works more today, savlkn adhdittiorcome,tl
labor supply effects, there 1is the nor mal saving
fixed labor supply, a savings response that depe
tends to have a vteriyn stmiad |ls edrftectum,n bwt paman be
There are several i1issues surrounding the wuse of
of tax changes. These i1issues are also discussed
revenue ¢Hdwemadrn,ngthree questions may be raised
The first question is how realistic such models
behave. These models are at torna ctthiev eb atsoi ce cnoincornei s t
foundations of consumer behavior. Nevertheless,
model rather than a description of how people ac
representat-wondeobehbaw manpyiifonst rairet maess Since t he
society as an infinitely lived person, it requir
represented as an infinitely 1 fcvoerdn epre’rssoolm.t iAonnd,
where all dapyteheigrowpg it requires completely
individuals have the same preferences for presen
mar ginal tax rates Thus, the model cannot be us

30 For a survey of evidence on labor supply 6&S Report RL31949ssues in Dynamic Revenue Estimatimg Jane
G. Gravelle cited above. For a brief survey on the savings evideeeeJane G. Gravellehe Economics of Taxing
Capital Income Cambridge: MIT Press, 1994. Further discussion of the historical evidence and savings response can
be found inCRS Report RL3251Distributional Effects of Taxes on Corporate Profits, Investment Income, and

Estatesby Jane G. Gravelle

31 CRS Report RL31949ssues in Dynamic Revenue Estimatimg Jane GGravelle
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eithethrough progressivity in tax rates, or diffe
or differential rates across countries.

The overlapping geyrcelrea tmoodresl (d@leG) nloitf esuffer fr o
planning hyoerairzsonoro fmo5r0e provides significant sav:
income i1is shifted from the old to the young, s av
economists doubt the appropriatenessodfthech a n
decision the individual 1s making. The model pre
choosing work decisions, savingsyearnda dwlnts ulmpfte .o
Individuals may not be abHheytdomaktt hhesect le cksa
skills to do s o, or even the self control and fr
sometimes rbObfbamded Hmotdednlna lsiutgygests that people
based on rul e mdDsthemmmoanduldes of thumb, a f 1 x
or a target retirement fund, imply zero or mnegat
evidence to support this type of modeln, and, i nd
savings in retirement plans 1s a justification f
plans includedé@mrtahadipamal, the life cycle model
of assumptions that mayibelmddagi hownretbréementy
bequests are left, whether there are precautiona
characteristics.

The OLG model can also have outcomes that depend
OLG moddbly dsedsury does avoid one troublesome pr
has a fixed retirement age. That feature means t
endogenous retirement, older people mepturning to
sum tax onsobsdgeetpeoplder a consumption tax, a ph
given the adjustment costs and health issues, do
The second question 1is whether the models have b
thaquestion is mno. Although relationships are be
substitutions across time, there are no estimate
time. Basically, the model s f garpeasrut mep etrhiaotd st hies stuhb
for «cdgsteher periods. In addition,rethecmadgt¢s of
in savings and labor supply that are difficult t
over ti me.

The tadastdoguis how closely the models, given tha
relationships that we can observe, and how those
There are actually four types oift vetmpoin iecfafle crte 1faot
static labor supply response, the 1ncome effect
substitution elasticity for consumption bundles
elasticity, and thasnelabotrusmppdyerespbasseshot her

32 SeeCRS Report RL3348%aving Incentives: What May Work, What May, WgtThomas L. Hungerfordor a

discussion.

33 That phenomenon causes an OLG with endogenous retirement, such as that presented in Alan Auerbach and
Laurence Kotlikoff,Dynamic Fiscal PolicyCambridge, Cambridge University Press, 1987 to have larger effects in the

short run than a Ramsey model. Fakda s cus si on see Eric

Model s : Why They

Engen, Jane Gravelle, a

D dNationial elax Tdurhatvgl. 50, $elptember DAV7, pp. 6682. In these

simulations of a shift from a flat income tax to a flat consumptionthexOLG model increased labor supply by 3.8%
compared to the 2.4% in the Ramsey (infinite horizon) model, even though the time horizon for the Ramsey model is

greater.
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response, and, ultimately, the long run effect o
consumption can be shifted over time due to chan
the rate of return.

Itpassible to sort out some of these effects, in
estimates. Those empirical estimates 1include the
elasticities of 1labor s uppelryt ewmptohr arle sspuebcstt ittou twiaog
(how consumption shifts across time, with respec
supply elasticity (how labor supply shifts with

The formula for peroane mt asgen t%ihca mped eiln ilsabor fr

| ey e d
s M) o)

where 1 1S hours of leisure, H is the time endow
elasticity between leisurel amdr comsoamp ti @nl ablord s

—

s @wWhegimal t,ax theteavendge tax rate.

In the model, the share of the time endowment 1 n
the OLG model, and the elasticities were 0.8 and
t he tsexetf,f etchti suggests a 71 edulctli% n( bienc aluasbeo ro ff otrh e
fall 1in the average tax on labor income, whose i
where the marginal tax rate fellanadnd utblsd idwdnoge
led to a 0.5% increase in the Ramsey model and a
simulations by the Treasury, in the Ramsey model
average, by 0. 1% 1% itnhet hSel TQL & urho deols.e Thye s0e. 3s ma I
have arisen because of some small amount of 1nte
effects. For the GIT, however, labor supply rose
respectivelyleMbabovespupwhy changes over time st
STT.(2% and 0.4% in year -02.03 % oarn d hOc. 4R% msne yt haen dl oOn
show a significant decline in the GIT.3%or the R
in the first 10 years, 1% in year 20, and 0. 1% i
supply increase was 1.2% in the first 10 years,
The intertemporal labor suppHyg rTeespomse iad sloabdif
the purpose of saving to permit more leisure 1in
the GIT simulation, since, even as labor i1increas
t hat, at lea&GlITifasndmuouhet PE&EF)thhat the intertemp
important

Several empirical measures govern these response
compensated elasticity (which captures the posit
multiplies the marginal tax rate term in equatio
of 0.48 to 0.53 an0d 5aéth.tboncBome thasOLGimydolf t he
elasticity 1is 0.3 to -0.88.6$nd Thlee simaddme el astic
OLG model reflect the lower leisure share (0.6 i
model ) and, with respect to the compensated el as
substitutiont heel aRamsceiyt ymode 18 amd 0. 6 1in the OLG

34 This formula is derived iI€RS Report RL31949ssues in Dynamic Revenue Estimatimg Jane G. Gravellas are
the remaining formulas in this appendix.
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likely to be high. Based on surveys of the evide
uncompensated elasticity -@f0D, IwWhameadasant hachbamin t
Commiee chose an uncompensated el ®ds tPBaety of 0.1
CBO has recently ifH¥ate,asteldertcheiisr mdmrmes tdfcia ijewst i
them, because 1t 1s likely thasawtauskeofegpenserfor
participation: for participation, as for hours,
is likely to be. A recent stuldybomggepplyd ddtde
by aboilft 50 %.

The s econads ttiycpiet yo ft ealt can be compared with empi
substitution of labor with respect to the wage 1

|
( 2?[“ 7 (- a)p]

whe@es the share of totaypisonhempthtentempot adns b
elastipistythendntratemporal substitution elastiec

Al t hough itehse walrays,t incoistt of the evidence suggests
elasticities that are qu*iTthee sTmaclals,uriyn etlhes tniecii g h b
than that value. For the Ramsey modtehle, QLhG el ast
model it is ®®stimated at 0. 49.

These relatively high labor supply responses, pa
shearmtn response in the GIT. One simple way of 1 e
closely wialh etvied eemmcpei,r iwi t hout disturbing other
time endowment available for labor. There are so
in the Ramsey model, assuming 40 hosurtood] ewop k f
woul d r € seulsdaufriem4d %, not much above the allowance

35 Congressional Budget Officlo w CBO Anal yzed the Macroeconduyi2Q03,Ef fects of
p.12;d hn W. Di amond and Pamela Moomau, “Issues in Analyzing
National Tax JournalVol 56, September 2003, p. 450. See also the discussion of labor supply elastiCiRSs in

Report RL31949Issues in Dynamic Revenue Estimatiog Jane G. Gravelle

36 CBO apparently subsequently increased their labor supply elasticities, but did not report a weighted average and did
not provide the data to calculate suchazerage. See Congressional Budget Offita;roeconomic Analysis of a 10%

Cut in Income Tax Rates, May 208tbwever, they indicated that they relied on a survey by Frank Russek which

reports a substitution elasticity of 0.2 to 0.4 and an income etasifci0.2 to-0.1.

’Blau, Francine D. and Lawrence M. Khan, “Cha®®®d&9”in the L.
NBER Working Paper No. 11230 (2005).

38 See the review iCRS Report RL31949ssues in Dynamic Revenue Estimatimg Jane G. Gravellé&or a recent

study that found no labor supply effect for middle income individuals, and was not included in that review, see Adam

Looney and Monica Singhal, “The Effect of Anticipated Tax (
Realization of Taxable Income, ” F-44nBhis study thahuded thelesaadani ¢ s Di s ¢
dependent to identify an expectedinge in the marginal tax rate and found a change in labor income but not in labor

supply (either in participation, or in hours worked by existing participants). The study did find a curious increase in

labor income of men, which is not easily explainethalgh it is possible that there was a shifting of income over time

periods or a shift to fringe benefits, or perhaps an increase in work intensity.

391n the Ramsey model, since leisure is 60% of total hours, the ratio of leisure to labor is 1.5; iGthe@d! it is

50% of total hours and the ratio is 1. The intertemporal substitution elasticity is 0.25 in the Ramsey model and 0.35 in
the OLG model, while the intratemporal elasticities are 0.80 and 0.60 respectively. CRS was unable to obtain the
estimateof the share of leisure in expenditure on leisure and consumption, but estimated the leisure share assuming that
consumption is 95% of output and labor is 75%, at 54% for the Ramsey model (1.5*.75/(.95+1.5*.75) and 44% for the
OLG model.
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pronounced an effect on output, especially in th
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saving is influenced by the timing of taxes. Thu
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in the short run. The changes in I RAs and 401(k)
Traditional IRAs with deductions up front should
individuals should save thrawaltsaxi mutthda ofdatyurte. p
style T RA, frbatededuediwm, and substituting Roth
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